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UNITED STATES TAA CCURT 


“ 


ANGELO J. BIANCHI, D.D.S., and 
IDA J. BIANCHI, 
Petitioners 


Ve 
Docket No. 
COMMISSIONER OF INTERNAL REVENUE, 
Respondent 


Ls The petitioners are Angelo J. Bianchi, D.D.S., and 
Ida J. Bianchi, man and wife, both residing at 1935 Clinton 
Avenue North, Rochester, New York 14621, who filed a joint 
income tax return for their taxable year ended December 31, 1970, 
being the tax period in controversy, with the Buffalo, N.Y., 
District Director. 


26 The notice of deficiency to which this petition res- 
ponds is dated July 10, 1974, and was received by petitioners 
on ox about July 15, 1974. The precise date of mailing is un- 
known to them, no postmark having been impressed on the envelope. 
The "Tax Year Ended” is incorrect in such notice: apparently 
"12.21/70" was put down through clerical error when "12/31/70" 
was intended. 
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a. The Commissioner determined a deficiency of $9,554.75 
on account of petitioners’ personal income tax for the taxable 
year ended December 31, 1970. 


4. The Commissioner erred in determining such deficiency 
in the following respects: 


a) The persion plan adopted by Angelo J. Bianchi, P.C., 
then a Subchapter S corporation, and ip force 
for the corporate year ending within the tax year 
in issue of petitioners met the requirements of 
Sec. 401(a) of the Internal Revenue Cade of 1954, 
as amended. 
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The compensation actually paid to corporate 
employees, whether considered individually or 
collectively and whether the pension plan pros 
pective benefits be considered a part of current 
compensation as a matter of good law or not, was 
in all respects "reasonable". 


phere is no basis at law or under the settled 
practices of the Internal Revenue Service, which 
ractices are absolutely to the contrary, to re~ 
duce or partially disallow a pension contribution 
made within a short taxable year: under the level 
annual funding method used here and by most tax~ 
payers, pension contributions should be equal in 
each tax year, whether oF not it is a short year. 


The facts on which peitioners rely to sustain the 
are as follows: 


Angelo J. Bianchi, P.C. was a valid and existing 
corporation for jts fiscal year ended November 
30, 1970, the stock of which was at all times 
relevant owned by petitioner Angelo J. Bianchi, 
DDS. 


For such year it had in force a valid Subchapter 
8 election. 

It enacted within such year 4 “qualified” pension 
plan to which the District Director in due course 
gave a fully favorable determination letter. 


Said plan by its terms required a $16,993.41 con~ 
«ribution for such tax year. 


Such contribution was made on or before November 


30, 1970. 


Such contribution, in the context of the corp- 
oration's other income and deductions, produced 
a net operating loss of $16,946.11 for the 
corporate year ended November 20, 1970. 


Petitioners properly took such loss into account 
as a deduction on their return here in issue. 


The compensation paid corporate employees was 
in all respects “reasonable”, whether such en~ 
ployees be considered individually or collect~- 
ively and whether the prospective pension bene- 
fits be regarded as current compensation or not. 


Thera as no “negligence” by petitioners in respect 
to this pension matter, the treatment adopted hav- 
ing been done on the advice of skilled pension 
consultants and accountants. 


WHEREFORE, it is prayed that this Court try the case and 
that the deficiency determined by the Commissioner be set aside 
in its entirety and that it be determined that the petitioners 


have no additional liability for personal income taxes for 


the tax year in issue, nor for negligence penalties nor inter- 
est. 


October 4, 1974 
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WINTHROP DRAKE THIES, . J 
ttorney for Petitioners ~ 
62 Halsted Street 

East Orange, New Jersey 07019 


Tel. (201) 676-9300 


Address any reply to APPELLATE DIVISION at: 300 U.S. Court House, Buffalo, NY 14202 
Department of the Treasury 


egional Commissioner 
farnal Revenue Service 
NorthcAtlantic Region 
In reply refer to: 


JUL 101974 | ap:suUF:AHO 


Mr. Angelo J. Bianchi and 
Mrs. Ida A. Bianchi 

1935 Clinton Avenue North 

Rochester, New York 14621 


Dear Mr. and Mrs. Bianchi: 


Tax Year Ended Deficiency Addition to Tax, Sec. 6653(a) 
12/21/70 $9,554.75 $477.74 


This letter is a NOTICE OF DEFICIENCY—as required by law—that 
we have determined the income tax deficiencies shown above. I regret we 
have hoen unable to reach a satisfactory agreement your case. The 
enclosed statement shows how the deficiencies were « puted. 


If you do not intend to contest this deter..nation in the United 
States Tax Court, please sign and return the enclosed waiver form. This 
will permit an early assessment of the deficiencies and limit the 
accumulation of interest. The enclosed self-addressed envelope is for 
your convenience. 


If you decide not to sign and return the waiver, the law requires 
that after 90 days from the date of mailing this letter (150 days if 
this letter is addressed to you outside the United States and the 
District of Columbia) we assess and bill you for the deficiencies. 
However, if within the times stated you contest this determination by 
filing a petition with the United States Tax Court, Box 70, Washington, 
D.C. 20044, we may not assess any deficiencies and bill you until after 
the Tax Court has decided your case. You may obtain a copy of the rules 
for filing a petition by writing to the Clerk of the Ta» Court at the 
Court's Washington, D.C. address. 


If you intend to file a petition with the United States Tax Court, 
you must do so within the time stated above (90 or 150 days, as the 
case may be); this period is fixed by law, and the Court cannot consider 
your case if your pstition is filed late. 


Sincerely yours, 
Donald C. Alexander Wu4qnnrsx Axx FUrsaen 
Commissioner 


By 
) , cs) 2 
Letthittas ee 
Enclosures: 
Statement Andrew H, Olson 
Waiver, Form 870 Appellate Conferee 


Envelope 
Form L—21 AD (Rev. 7-72) 
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STATUTORY NOTICE STATEMENT 


AP: BUF:AHO: SJ? 


Mr. Angelo J, Bianchi and 
i Mrse Ida A. Bianchi 
in 1935 Clinton Avenue North 
Rochester, New York 14621 


— ————— eeepc ae, 
KIND OF TAX 


Income 


teen tetseneneneaeteet, 


vay VEAR EWOEO DEFICIENCY Addition to the Tax 


Sec. 6653(a) 


December 31, 1970 $9,554.75 $477 674 


: It is determined that part of the underpayment of tax for the taxable year 
ended December 31, 1970, is due to negligence cr intentional disregard of rules and 
regulations, Consequently, the 5 per centum addition to the tax provided by section 
6653(a) is asserted for that year, 


encore sneer seeps 


: Winthrop Drake Theis, Esq. 
62 Halsted Street 
ff 
B | copy to Aut tized Representative: East Orange, New Jersey 07019 
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U. &, GOVERNMENT PRIN 


Form 3611 
(REV. MAR. 1970) 


NAME 

Angelo J. and {da A. Bianchi 
TAXABLE INCOME OR ADJUSTED GROSS INCOME AS 
SHOWN IN: 


RETURN AS FILED 
PRELIMINARY LETTER DATED 


STATUTORY NOTICE DATED 


Re ee 
INCREASES (OECREASES) IN INCOME: (See attached 
explcnetion of items) 


(a) 1120-S Income re: 
A. J. Bianchi Prof, Corp. 


(b) Form 4687: 
Schedule #2 


oe ee eee 
TAXASLE INCOME AS REVISED OR 
ADJUSTED GROSS INCOME AS REVISED 


TAX SURCHARGE 


TAX PLUS SURCHARGE 


LESS: TAX CREDITS 


SUBTOTAL 
ADD; 
SELF-SMPLOYMENT TAX 


TAX FROM RECOMPUTING PRIOR YEAR 
INVESTMENT CREDIT 


TAX LIABILITY 


TAX COMPUTATION 


LIABILITY PREVIOUSLY ASSESSED 


DEFICIENCY (Overassessment) 


Addition to the tax 
Sec, 6653 (a): 
5% of $ 18,098.92 
Assessed 


STATEMENT SCHEOULE 


INDIVIDUAL INCOME TAX 


| 


TAXABLE YEARS ENDED 


12731/79 


$48,581.70 


1G, 667.52 


15,903.07 


81,152.29 
34,008.33 


34,858.5 


HO RRP eno ens econo cues OR ede aemdasrceaerereesansoeneesescoresedvecensnes 


34,858.54 


212.23 


16,971.85 


8,544.17 
25,516.02 


9,555.75 


eeeeteceenan 


ve 


Deficiency, Sec. 6553(a) addition 


AIS ASE TIE ETS TSE ET IT AOU CHENIN SOIT 


GPO: 1977 © - 108-111 FORM 3611 (REV. 3-70) 


UL. S. TREASURY DEPARTMENT - INTERNAL REVENUE SERVICE STATEMENT SCHEDULE 


mM 4087 
poiedins ADJUSTMENTS TO INCOME 


(Supplemental Schedule) 
CS 


NAME TAXABLE YEAR ENDED 


{ 
Angelo J. and ida A. Bianchi 12/31/70 


INCREASES (pecsL LL eee 
INCREASES (DECREA SES) IN INCOME: 


Sales Tax 454,77 
Gross Receipts 15,039.75 
Depreciation 10.25 
Insurance 403.53 
Dues, Misc. Gen. Exp, (5.23) 


5 


(DECREASE) IN INCOME 
NT SCHEDULE __ 


15,903.07 


Form 4087 (6.67) 


‘ SCH EDULE NO, OR 
FORM 886-A RxM BIT 


EXPLANATION OF ITEMS 


(REV. APRIL 1954) 3 


ee 
MAME OF TAXPAYER YEAR/PERIOD ENGED 


Angelo J. and Ida A. Bianchi . 12/31/70 


Renee rane esenacenere rene cesenen nee te tee test ten rsees reat 108 Pate ennasenees pe seeesenareceee 


42)... On your income tax return for 1970 you claimed a net operating loss of Angelo _ 


ht..Ls. determined. that the allowable deduction of such corporation. for a contribution. 


paid by.2n_employer to.or under. its..pension.plen during its taxable year..ended 


November, 30, 1970, is.$325.89 (as computed below) since such amount, together with _ 
other deductions. allowed. for compensation for employees covered by the plan, con- 
stituses..a.xeasonable. allowance. for_compensation. for services actually rendered... 
LAS cordingly, it.is determined. that.the nek operating loss..of Ansela.Je-Bianchi,.PaCa.. 


. ~for...fhe..taxable. year..ended..Navember..30,..1970,.is.$278.59..and. that you.are entitled.to, 
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®@ NAME OF TAXPAYER Co ENDED 
Angelo J. and Ida A. Bianchi 12/31/70 
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. a SCH ROULa NO. OR 
FORM 886-A a as a EXHIBIT 
(REV. APRIL 1968) | EXPLANATION OF ITEMS 


- (b) Adjustments 1 - 5 


..Duess Misc, General. Expense. Claimed 
Dues,Misc. General Expense Allowed 


aeneetaninar eee NEE Me NES CeO E SAD 
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UNITED STATES TAX CoURT 
—SETED STATES TAX COURT 


sAUG DEC Dr = 
ANGELO J. BIANCHI, ana hs ee 2? 


IDA J. BIANCHI, 
Petitioners, 
vy, 

COMMISSIONER OF INTERNAL REVENUE 


Respondent. 
ANSWER 


THE REPONDENT, in answer to the petition filed in 
the above~entitled case, admits, denies and alleges as 
follows: 

n. 

2. Admits that the notice of deficiency was mailed to 
petitioners on July 16, 1974, and that the tax in question is 
icon: tax for the year ended December 31, 1970. Denies 
the remaining allegations of Paragraph 2 of the petition. 


3. Admits the allegations of Paragraph 3 of the 


petition. 


petitioners' taxable year ended December 3L, 1970. Alleges 
that not all of the amounts set forth above ang in paragraph 
3 of the petition are in controversy. 

4. (a) through (g). Denies the allegations of error 


of Subparagraphs (a) through (g) of Paragraph 4 of the petition, 


SERVED DELS 1974 


CC: BUF: TC/BRB ~2- 


5. (a) through (c). Admits allegations of sub- 
paragraphs (a) throug: (c) of paragraph 5 of the petition. 
-<===(d) Denies allegations of subparagraph (a) of 

paragraph 5 of the petition. 


(e) Admits allegations of subparagraph (e) of 


paragraph 5 of the petition. 


‘- “ee 
pean 3 
_ 


iv ww (£) through (i). Denies the allegations of sub- 

paragraphs (f) theca (i) of paragraph 5 of the petition. 

6. Denies generally each and every allegation of the 
petition not hereinbefore admitted, qualified or denied. 
WHEREFORE, it is prayed that the deficiency deter- 


mined by the respondent be in all respects approved. 


MEADE WHITAKER 
Chief Counsel 
Internal Revenue Service 


STEPHEN M. 
Assistant Regional Counsel 
Date: 


a & 


MARVIN E. HAGEN 
Regional Counsel 
BERNARD R. BAKER III 
Attorney 

Internal Revenue Service 
304 U. S. Courthouse 
Buffalo, N. Y. 14202 
TEL. No. 716-842-5774 


UNITED STATES TAX COURT 


ANGELO J. BIANCHI, and 
TDA J. BIANCHI, 


Petitioners, 
Vv. Dkt. No. §152-74 


COMMISSIONER OF INTERNAL REVENUE, 


ee ee ee ee et ae ee ee ee 


Respondent. 
STIPULATION OF FACTS 

It is hereby stipulated that for the purpose of this 
case the following statements may be accepted as facts and 
all exhibits referred to herein and attached hereto are 
incorporated in this stipulation and made a part hereof, 
subject to the right of either party.-o object to the 
admission of such facts in evidence on the grounds of 
materiality and relevancy; provided, however, that either 
party may introduce other and further evidence abt incon- 
Sistent with the facts herein stipulated. 

l. The petitioners’ residence at the time they filed 
their petition herein was 1935 Clinton Avenue North, Rochester, 
New York 14621. 

2. The petitioners timely filed their 1970 Federal 
income tax return (Form 1040) with the Andover Service 
Center, Andover, Massachusetts. Attached hereto and marked 


joint exhibit 1-A is a copy of said filed return. 


Dkt. No. 8152-74 


3. On November 2: 0, Angelo J. Bianchi, P.C., a 


professional service corporation was organized pursuant to 


the provisions of Art. 15 of the N.Y. Bus. Core. Law 
(McKinney Supp. 1974). All of the stock of such corporation 
is now owned and has always been owned by Angelo J. Bianchi. 
4. On November 27, 1970, the Andover Service Center 
received Form 2553 (Election By Small Business Corporation) 
filed by Angelo J. Bianchi, P.C., (hereinafter referred to as 
the CORPORATION). 
5. On wovember 24, 1970, Angelo Bianchi, as president 
of the CORPORATION executed an Employees’ Pension 
Trust Agreement. Pursuant to said Agreement a trust account 
(#05-05943-1) was opened on November 27, 1970, at the 
Bankers Trust Co., Rochester, New York. The pension 
plan and trust agreement of the CORPORATION are adoptions 
of a Master or Prototype Pension or Annuity Plan 
(Serial #1701843) submitted to the Internal Revenue Service 
by Security Mutual Life Insurance Company of New York, 80 
Exchange Street, Binghamton, New York 13902, and approved 
on April 22, 1970. Attached hereto ‘and marked joint exhibit 
a copy of the master prototype plan and the approval 


dated April 22, 19/0. 


6. On November 30, 1970, th ORATION deposited the 
Sum Of $16,993.41 in the account at Bankers Trust Co. 

7. A Form 1120-S 2. Business Corporation 

Return) for the short taxable year November 23 - 

November 30, 1970, was filed by the COn2ORATION with the Andover 
Service Center on February 18, 1971. A copy of said return 
is attached hereto and marked joint exhibit 3-C. 

8. On March 16, 1971, the District Director's office 
at Buffalo, New Yerk, received an Application For Determination 


(Form 4462) relative to the adoption of the previously 


approved master or prototype form of Pension or Annuity Plan 


of Security Mutual Life Insurance Company of New York. 
ttached hereto and markef joint exhibit 4-D is.a copy of 
said Form 4462 dated March 4, 1971. On April 20, 1971, 
the District Director by a form letter informed the CORPORATION 
that the plan qualified under either Int. Rev. Code of 


1954, § 401 or § 405. 


Det. No. 8152-74 


9. The CORPORATION submitted a Form 2950 (Statement in 
Support of Deduction) relative to the vension plan con- 
tribution of $16,993.41 claimed as a deduction on the Form 
1120-S for the short taxable year November 23 - November 30, 
1970. Attached hereto and marked joint exhibit 5-E is a copy 


said Form 2950. 


10. Angelo Bianchi was born on September 17, 1920. 


ll. Dr. Bianchi graduated from the Dental College of 
the University of Buffalo in 1949 and thereafter did an 
intership at the Eastman Dental Center, Rochester, N.Y. 
until L950. 

12. After one year in private vractice he enrolled in 

s Hospital, Rochester, New York, for a full-time 
one-year course in general anesthesia. 

13. Following that he worked at Mt. Morris Tuberculosis 
Hospital, Mt. Morris, New York, for a period of 17 years 
administering general anesthesia for all types of surgical 
procedurcs while at the same time maintaining his dental 
practice. 

14. For about the past 25 years Dr. Bianchi partici- 


pated in the programs of continuing education of the 


rT 


g : 


Sean Geta eee ae 


pkt. No. 8152-74 -s. 
Rochester Dental Society. Additionally, he has attended 
nnual University of Buffalo Dental Seminars since 
inception some 15 to 20 years ago. 
is. rior to 1970 he took crown and bridge courses and 
a course in implantology at the Institute of Graduate Dentists, 
located at New York, New York. 
16. Dr. Bianchi's practice and his services to the 


PORPORATION were and are a practice of general dentistry 


with heavy emphasis on crown and bridge work. The only 


phase of general dentistry in which little work is done is 


the field of orthodontia. 

17. Dr. Bianchi's Schedules C of his Federal income tax 
returns showed the following net profit from his dentistry 
practice: 

Per Schedule C 
Net Profit From Profession 
$47,620.00 
38,039.00 
53,246.00 
62,450.00 
72,739-00 


75,702.00 


* This figure was adjusted to $81,473.00 per the adjustments 
set forth in the statutory notice, and is for the period 


January 1, 1970 through November 23, 1970. 


Hee ea 
ieee HORS oi 


Dkt. No. 8152-74 
18. His wages 
first short taxable November 23 - November 30, 1970, 
were $923.08, while his wages from the CORPORATION for 
the month of December 1970 were $3,692.32. 
19. In later periods his wages from the 
CORPORATION were as follows: 
Calendar Year Wages 
1971 $48,000.16 
1972 48,223.24 
1973 48,000.16 
1974 58,000.16 
20. The CORPORATION'’s taxable income, or loss, per 
filed Federal corporate tax returns, was as follows: 
Taxable Year Ended Nov. 30 Taxable Income 
1970 Loss ($16,946.11) 
1971 Income 16,115.93 


1972 Income 13,027.89 


1973 Income 8,707.05 


1974 Income 3,915.97 


pension contributions 


n the CORPORATION's 


follows: 


ded Nov. 30 


Winthrop Drake Thies 

Counsel for Petitioners 

62 Halsted Street 

East Orange, New Jersey 07019 
Tel. No. 201--676-9300 


CORPORATION 


returns allocable 


Amount of Contribution 
Ailocable to Dr. Bianchi 
$16,469.88 
17,023.82 
16,003.16 
16,900.24 


21,931.85 


MEADE WHITAKER 
Chief Counsel 
Internal Revenue Service 


(Sqd} Stephen M. Miller 
Stephen M. Miller c 
Assistant Regional Counsel 
304 U. S. Courthouse 
Niagara Square 
Buffalo, New York 
Tel. No. 716-842-5774 
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UNITED STATES TAX COURT 


ANGELO J. and IDA J. SIANCHT 


Petitioner 


vs 
DOCKET NO. 8152-74 


COMMISSIONER OF INTERNAL REVENUE 


Respondent 


LOCATION OF HEARING: Buffalo, New York 


October 7, 1975 


BEFORE: Honorable William A. Goffe 


APPEARANCES: Winthrop Drake Thies 
Attorney for Petitioner 


John White 
Attorney for Rasvondent 


FR? 


THE CLERK: 


please? 
HE Yes, Your Honor. Docket No. 
Bianchi and Id Bianchi Would you state 
appearances for the record, please? 


the Petitioner, Winthrop Drake 


MR. WHITE: Your Honor, John White for the 
Respondent. And, Your Honor, at this time I'd like to ve- 
quest the Court to have Mr. Ken Bersani as associate 
counsel for the government in thi 5 4 Bersani is 
awaiting admission to the State Bar, and upon being duly 
sworn by the State Court, will apply for admission ~-- for 
enrollment to practice before the Tax Court. 

THE COURT: Permission will be granted to have 
him appear for that purpose in this case. 

MR. WHITE: Thank you, Your Honor. 


THE COURT: Would the parties offer th 


like to offer a Strpulation of Facts, with att 


* x 


hibits ~ Joint Exhibits 1-A through Jo 


e 


5-E. 


22 


THE COURT: Stipulation of Facts, together 
nclusive, ill be 
cord . 
WHITE: Thank you, Your Honor. 
THE sCOURT 22), Maes ies, would you like to make 
your opening statement? 
MR. THIES: Yes, I would, Your Honor. 


tioners in this case are Angeio J. Bianchi, D 


his wife, Ida Bianchi. The year in issue for their per- 


sonal Federal Income Tax Return is 1970 -- the calendar 
year 1970. The issue in this case involves the propriety, 
as a matter of good Federal Income Tax law, of a claimed 
deduction of nearly $17,000.00 for a pension contribution 
made by the professional corporation owned entirely by 
Dr. Bianchi. This pension contribution, if allowed in 
full, would produce a net operating loss. It is our con- 
tention that that is appropriate, and as a matter of good 
law, the doctor is. entitled to claim, as he did, the net 
operating loss as a deduction in his personal Income Tax 
Return filed jointly with his wife. As 
are three basic issues of law, which I'm not going to dis- 
ss in detail. They'll be left to the briefs, but to be 
helpful to this Court, they're set out in trial memorandum. 
The first one is, as a matter of pension law, both good 


pension administration and Federal Income Tax law, Section 


Ou and Section 162 of the Code)! is) this entire mensian 


contribution deductible by the corporation? It *5 our con- 


tention’ that it is, under Section 404. 
cat 
put a further limitation -- what is 
1622? To what exten s thi 17,000.00 an ordinary 
and necessary cost of doing business to the dental corpora- 
tion. We feel, and the testimony will show, that it was 
entirely ordinary and necessary. The third point of law 
one that is contested. It’s the ER settled 
position, and we think in error, that in the event of any 
contribution to a qualified plan, the amount allocable to 
account’ of\ a particular participant in the plan is’ te 
be added to his direct compensation, for instance, his 
salary for that year, in deciding an issue of reasonable 
compensation. In other words, althous the Code does not 


explicitly say it, the government argues that not alone is 


L62 an explicit limitation on Section 404. That 162taljil, 


limitation on the 404 deduction. It is our contention 

that that's wrong, as a matter of Law, but necessarily not 
to leave a gap in the presentation of our case, we're going 
to meet that issue and show that even were this the law, 


that as a matter of fact, since a reasonable compensation 


a 


\§ always a matter of fact, ultimately, that in this, | 
| 


the compensation was not unreasonable. lotescnreasonablt 


igh, even when the pension 
we have an expert witness that wil 
briefly advert to the witne 


titioner, Angelo J tanchi, D appear and tes- 


facts surrounding the adoption of the pension! 


the short first fiscal year, and the con- 


tribution. Then, a pension consultant, Philip Jd. 


doz, C.L.U., will appear and explain his role as 
pension consultant to the corporation in designing and in- 
stalling this pension, and he will also, to the extent, 
Your Honor would appreciate it, will go into pensions as an 
expert witness, and will explain how this plan was funded 
and the method of funding the future cost. Finally, we 
have an expert witness on the compensation of dentists in 
the Rochester area. Peter A. Cariilo, D.D.S., president of 
the Monroe County Dental Society, has kindly consented to 
appear, and he will, from his twenty years experience in 
the economics of the 
of standards of earnings and pension plans 
corporations ie R ester area, and will show 
pension plan : issue was ordinary and necessary, 
the doctor's compensation, on a historic 


anything, not high, but low. That he was undercompensated 


r 


in view of his education, training, 
That having been done, Yo 
THE COURT: 


nOnNOr, 


also involves 


underlying issue 
vetitioners 

are entitled to a net operating 
corporation, Angelo J. Bianchi, P.C., in the amount of 
$16,946.11 as claimed, or $278.59 as allowed by respondent. 
As indicated in the Stipulation of Facts, this corporation 
was only in existence for nine days -- I mean -- I'm sorry, 
Your Honor, seven days, from November 23 to November 30, 
1970. During that one week period, Dr. Bianchi's wages 
which were actually paid to him were $923.08. That being 
the gross amount of the wages. And, during that same 
period, the contribution to the pension plan, which was for 
the benefit of Dr. Blanchi, totaled $16,470.00. iIt is our 
position, Your Honor, that the deduction of the contribu- 
tion made to the 


conditions 


such compensation must, 


e direct wage payments| 


nust be considered coilectively in determining 
total compensation 
tion, Your Honor, 


Bianchi during re y period, which would 


oo 


contribution 
services which he 
ly rendered to the corporation during this seven 


it is our position that 


you can't take into account the compensation of all em- 


ployees as a group, but you have to look at the compensation 
of each employee separately in determining the reasonableness 
or the unreasonabieness of such compensation. It is further 
our position,—-Your Honor, that in determining the amount of 


the pension plan contribution, none of the service 


were rendered by Dr. Bianchi, as the 

to the formation of the corporation can be taken into 

account. That concludes my opening statement, Your Honor. 
THE COURT: Why do you take that position? Why 

can't what he earned as the sole proprietor be considered 


in what's reasonable? 


MR. WHITE: Because, Your Honor, we take the 

that as a as a self-employed person, he cannot 
common law test of an employee. That he was, in 
employer rather 1an an employee of himself. That 


he couldn't be his own employee. We concede, Your Honor, 
£ ~ > 


2) 


employee h 


he would if he w 


employee, the em- 


rewards of his 


Your 


Let me ask u 4 1 que 


4 


Why doesn't Section 482 apply in this cé ? The section 
pply 


which allocates income and deductions betw relatec 


payers 


this case is a matter of a 
tion plus the non-deferred wage payments exc 
light of the services rendered, or weren' 
ing what happened in that seven day period 
THE 
statutory notice, didn't the respondent really allocate 
this contribution to -- to the period covered by the con- 


tribution, and thus reduce the deductio Wasn't that how 


you -- 


I believe that the explanation -- the narrative explanation 


. bd a . aa Sue * = a hd . : + 
indicates that the compensation was excessive for the 


services rendered during the period involved. 

£ you don't want 
‘ a TT 2 y - . eee me, o “~ m+ het a 
k82, I'm not goine to decide the case on that 


raise it on brief 


I don't intend to argue 482, Your 


review attempt to raise it 
either, because I won't consider it. 
like to -- 

Your Honor, could I be helpful -- 
and, I know this is colloquy and a little irregular on the 
482 question, just to be helpful to you -- wny it wasn't 
properly raised by the government? 

THE COURT: Sure. 

THIES: The pension area is a ve 
one, and going back to the 1939 Code, and certainly to 
regulations to that code under the Revenue Act of 
the war, really, we had a big growth of pensi 
of people didn't know what they were doing. 
Revenue Service attempted to 
What is an appropriate way to fund a pens 2 The section 


under the '39 Code was Section 23 That corresponds to 


today. And, the Revei.ue Servin« the then Bureau, put 
out a very 


memorandum on proper deductic under Section 23. 


Ath TATE AT + “ 2 = 
Y primitive, ana Wa 


Courts 
: 


. ny an es os ual 
ne GorRSsPece and 


ee 


what is now the 404% 


ally it's because 


haven't had to 


in effect has specia 82 standards in | 


go outside of.it. 
going to raise it if the 
can call your first witness. 
I'd like to call Angelo 
J 
you raise your right hand, 
please? You do solemnly swear that the testimony you' 


about to give the Court in this case shall be the 


aha 


the whole truth and nothing but the truth, so 


God? 


la ts ell as a) 
ati Le 


ophones 


one now. 


ANGELO J. 


duly sworn, 


stand and - t as follows: 


DIRECT EXAMINATION 


Bianchi, would you please fully identify 


my wife >| 


Ida, being 

and scle proprietor -- sole 
Q Have you read the 

matter, and are you familiar 


ulated? 


A. Bianchi - Direct 
| 


your education, experience, skill, earnings and the like, 


. a you'd wish to bring to the attention of the Court? 


‘ : . P CAN + : V2 ois Ian 4+ 
you please describe the pension plan adopt: 


) by your corporation -- no, just a moment, 1 -- 1 Vou tt 
ee Vn, Time ony * we pone Ee ing a 
' excuse me, Your Honor, let me get an exhibit that could 
‘ properly -- Dr. Bianchi, I show you an exhibit marked Joint 


it 4-D. This is the Form 462. Do you' want to see it, 


4 Mr. White? 


7} ¢ uTre P rc i) el mal ‘ 
11 MR. THIES: And I turn to Page 3 therein. he 
employee census. Would you go across.the columns -- they 


may be self-explanatory, but it might be helpful -- this 1s 


‘ Pa ; M : be ‘ 
ot a very important part of the case -- starting with the 
al column on your far left there. What is the names down 


there? 


A Well, Bianchi, A., which would be myself, and 


then Kravetz, S., which would be my dental hygienist. And 


the next column is office -- officer or supervisor. I am 


an officer is yes, and Miss Kravetz is no. A percent of 


stock owned is 100% by myself. And the age is 50 for my- 


self and 30 for my hygienist. Years of service 18 zero. 


or regular rate 


My 
and $7,540.00 for my hygienist. 


The annual benefit expected is 


3a | 


‘ilanchi - Direct 


TT _ 1 . " = yar 
apparently, on < annualize 


ITY. - 
ina 


aa 


ed to 


: ’ 2 1%. £ 
supposed to be 50% Ii beneI1 


compensation, 


misspoke for 


Me " 1 
now LEAaG 


anyway. The 


0% of total compensation, 


mained 


what 


amount 


oo 
as 


yy 


all de 


would 


Bianchi - 


uncers 


required be 


to 


va 
ad 


further 


sended 


amount. 


the compensat 


be 


on tr 


eo 


Direct 


amount 


corpora 


Nw de 


deposit 


required? 


amount of the 


level, 


ion remained 


thereaft 


te 


poe 
2) 
VU 


ar 


y 


DIOXx. 


apt 


> 


i OF og 


oc 


Ty 


wae? 


WA Oo 


loan 


the 


Ne 


oa 
ner” 


approximate] 


« 


} 
A 


IOV atcc 


tanchi - Direct 


tech- 

my compound interest 

which you could teke 
compounded annually will 


grow to $24.67 in 15 


rate of interest? 


compounded annually. You don't 
with you -- I do. 


I don't know them offhand. 


a 


you'd like for me to ask 


Mr. Cichanowicz, the pension consultant, on that. He 


probably does have tables with him. 


THE COURT: Well, it's agreeable -- the tables 
udicial notice anyway, I'm sure. 


Okay. I'm sorry, Doctor, 


reason? 


aoe 


hird reason, at 


A. Bianchi — Direct 


and in order to juve in order to meet the pension 


requirements, I wou h have fata years of con- 
tributions. 
benefit, I would ve to have 15 years of contributions, 
this would make the cos f the plan lower, because I 
eontributing over a 15 payme period rather than 


period payment r to get full benefit at 


Doctor, what are your career plans for the future? 


A Well, Il hope to be practicing dentistry just as 
I am, at least until age 65, if my health permits, and 
possibly retire at 65, with normal retirement age. 

Q What are your best estimates of future earnings 
for your professional corporation? 

A Well, they should go up, and they have been 
going up, and I see no reason why they shouldn't go up. I 
have a continuing education course which I've continued 
for over 25 years, and as I educate myself, I increase my 
productivity, and with productivity and advances in tech- 
nolozy, my income has got to go up. 

Q How about your personal earnings as president of 
the corporation? 

A Hopefully they'll ‘rise, too. They sould rise 
with the corporation. 


Q Tf they do -- if the -- if your expectations are 


A. Bianchi - Direct 


borne out, if the corporation's income continues up, and 


your own earnings personally, a resident, keep pace with 
it, what will this do to future pension nonenibueitng® 

A They will increase. They will rise. 

Q Doctor, in making the initial pension deposit, 
and in claiming a net operating loss as a tax deduction, 
did you rely on the advice of any experts? 

Yes, 1 did. 
Who were they? 


a 


My accountant, Mr. Sam Bianchi, Mr. Cichanowicz, 
and an attorney, Mr. Bob Tyle. 
And, what did -- 
And, they said this was all perfectly proper, 
nothing wrong with it. 
MRi WHETES) | Your Honor wi hod \iike to move to 
that last remark as not being responsive to the question. 
I think -- I quite agree. I concede 
that. Doctor Bianchi, what did these gentlemen tell you? 

A It was perfectly proper. 

Q At the time’ of the incorporation, Doctor, what 
were ‘the assets set aver to your’ P.C. in return for its 
stock? 

A All the physical --.all the physical equipment 
that I have, accounts receivable, my name and my good will 


Q And, what did you receive back as consideration 


A. Bianchi - Direct -—~ Cross 


for that? 

A The stock certificate for the corporation. 

Q What happened t personal former patients? 

A They're still my patients. The business continued 
on as it has been. 

Q And, what happened to the employees that you 

nerly had as a solo practitioner? 
A Well, one has subsequently left, and I have -- 
Q Well, I mean immediately after the incorporation 


A Oh, she continued on as she had been for over 


Q Your Honor, I have no further questions, unless 


two more years. Almost three years. | 


you would wish to address some from the bench. 
THE COURT?) i. don’t, have any. would you 
cross examine, Mr. White? 
CROSS EXAMINATION 
BY: MR. WHITE: 

Q Dr. Bianchi, you mentioned that you relied on the 
advice of an accountant, insurance man and your attorney. 
When did you -- when were you first approached by the 
insurance man? 

A In regards to the pension plan? 

Q Yes. 

Oh, maybe about two or three months previous. 


You had mentioned that’ you had --= you were 


A. Bianchi - Cross 


continuing in an education course, is that correct? 


A I said continuing education. Every year we have 


seminar courses and Dental Society meetings, and I have 


enrolled in short courses. 
Q How would that fect your future earnings? The 
that you were taking this -- these continuing educa- 
tion courses? 

As you educate yourself, you increase your skills, 
and as you increase your skills, your earnings should go up. 
Q Are you saying that as you get more education, 
you're going to raise your fees? Is that what you're Saying? 
A It might possibly be, but also increase your 
productivity, too. Time and motion studies are very im- 

portant. 
Q Is there anyone who is a member of the corpora- 


tion, Angelo J. Bianchi, P.C., who is qualified to do the 


type of work that you do? 
A Just myself. 
Q You had mentioned that Mrs. Kravetz left. When 


did ‘she leave? 


Miss Kravetz. 


Oh, I'm sorry, Miss 


She had to leave be 


Q I see. And, who -- did you have any other em- 
| 
. 2 ployees -- did the corporation have any other ernloyees be- 
£ f x J 
3 Sides yourself -- 
A At that -- a 
a ne ' 
. Q -- and Miss Kravetz back in 1970? 
ae ‘ No. : 
Q At the time that you loaned the money to the 
| 
4 corporation to make the pension plan contribution, did you 
| 
g)'| ; ‘ “ : ‘ : 
ig give the corporation a note? I mean, did the corporation | 
{ bad t ? £ \ 
i give you a note to evidence that loan? | 
+ A Yes. 
i : | 
° Me Q And, could you tell me when that loan was cepa 
“" A En Lo Osometine. (Li just can’t .-- 0m isorry, 
° + - vp “4 
' VS7).. 2) think.) Dim neti Locan't be: sure the exact date. 
15 : 
Q Were your services that you rendered to the 
16 


corporation during the one week period, November 23, 1970 


to November 30, 1970, any different than the services that 


you rendered to the corporation, say, during the next fiscal] 


ear, which would-be the one ending November 30, 1971? 
3 > 3 


No. 


No further questions. 


Questions on redirect? 


| MR. THIES: I don't have any questions on re- | 


direct, Your, Honor. 


questions. Do you have 


A. Bianchi 


he Courtroom that borrow this 


Lsdon'’t, 


WITTE cea « Ne 
widavliOo. NO, 


you charge. 


it a 


note, or did it have 
recall? 


THE WLINESS: .As I recall, a demand note. No 


time. 


THE COURT: Demand note? Very well, I have no 


further questions. 


MR. THIES: . You may step down, then, Dr. 


Bianchi. 


Thank you. 


(Witness excused) 


THIES: At this time | 


would like to call 


Cichanowie?s, C.L.0.. 
THE CLERK: (you do solemniy 


you're about to give the Court in this 


truth, the whole truth and 


nothing but the trut 


you, God? 


WITNESS: 


state your name and 


Cichanowicz - Direct 


took the 


Mr. Cichanowicz, will you ple 
describe your education bac} 
as they relate to pensi< 
; 


ministration. 


My formal education was received at the University 


- 


Or 


Chicago, where I obtained my Doctor of Chiropody 


that's a foot doctor. However, that's not related h 
My first pension school which I attended was with the 
Equitable Life Assurance Society, and that was in 1958. 


Subsequent to that time, I took the Research and Review 


Service of America pension course, '63-'64, which led to 
diploma in { : design and 

to, that time, [ attended Secur 

Company of New York home office schools ensions in 
and in 1968. And, as part of the C.L.U., the Chartered 
Life Underwriter training progran, 


pensions and profit sharin 


& 


Cichanowicz 


articular course and, of 
% 


I obtained my C.L.U Signation in 1969, and subsequent 


that tim 


. : 


ministration and 
agency of the Security 
Insurance Company of New Y Rochester. 


~ 


first pension plan in 1961. 


your role in the pensio 


I recommended it, 


c 


was adopted. 
How did you go about th 


When you say how did I go about 


mean? 


Q How does one design and recommend a pension 


A 


A I had several conferences with Dr. Bianchi. 


some idea of his objectives f 


retirement 


state benefits. 


Cicha: 


tion, at what 


made? 


the 
November 


Q 


individual 


wicz 


level 


Direct 


the one 


sttu much 
eh Y HAGE 


plan you 


527 ,000,.00. 


with your 


reauired to be made 


this plan 


method. 


annual deposit 


and what 


eventuall 


Cichainswicz - Direct 


but essantially 


efit which must 
at normal retirement date. 
normal retirement date? 
plan it was age 65, 
first. Now, once the benefit 
termine what capital sum of money 
ired to purchase this 


rvivorship benefit built in, in terms of 
call a ten year certain, so that added to the cost. T 
we look to see if there are life insurance cash values 
which represent a part of the funding vehicle -- in this 
case there were deduct the amount of cash value 
from that capital sum required. We next make certain 
assumptions. In this particular case we assumed that we 
could earn, on monies deposited in a side fund, if you will, 
5% compound interest. We assumed that there would be no 
employee turnover, because of the smallness of the -- size 
of the corporation participants. We assumed that there 
would be no mortality, and on that basis 5 a table 
which now tells us how m is to be deposited on a level 
annual premium basis to accumulate the amount of money re- 
quired to fund the benefit at normal retirement date. 


That was done in this 


Cichanowicz - Direct 


you say of definite 


sceptable 

2950 Forms, which are filed to substantiate the deduct 
it explicitly refers to this method, and then the 
Form 44 ~- 4848 in Schedule A also explicitly refers 
this method, and I haven't seen the new forms 
EsR.i.S.A., but 1 have to assume that they 
cognize this method. 

Q 1 heard my honored opponent argue that 
proper pension contribution should have been not the 


$16,939.49) © ‘ t rather seven three hundred and 


sixty-fifths there presenting the seven days in the 


irst fiscal yea \S an expert on pensions, have you 


ever heard of any such method or limitation? 


A 


Q In yc inior aS al xper pensions an 


pension adminis ion, would s1 a small pro rata 


4 


good 


~ en in he . : . E .s sr } PE : ‘ . a 
>Lracion. , > cl : © iNav } : case 


insurance policy hich is substantial 


There is no life insurance company, to my knowl 


aT 


hundred 
premium. Number two, wh you have 
pension pro; 
e auxiliary fund and the amount of 
involved. It must be incidental to the pl meaning t 
insurance death benefit must be incidental to the plan. 
premiun 
the auxiliary fund contribution. 


as in practically 


annual contributions to auxiliary funds 


Cichaiowiez - Direct 


ized rate 


. 


by the pensior 
benefi 


received for 


wanrki na 
working 


describe we would determine what the level annual 


would be. We would have the corporation pay a level 


for that employee. 


you. When an employee comes in and has one month 


of actual service to ° at 1 ear, do you make one- 


twelfth of a normal annual level deposit, or do you make 


sake 


a 


full annual 


A . annua vel deposit. Pensions 


r very nature long-term investments, and we 


can reduce them down to more annual level approach. 


And, in this type of pension, whicl 


ii 


the type of pension auministration that is normally used 


when an emplovee enters near the end of the year. 


percentage 

f no exceptions. 

In your experi 

In-my experien : ways that way. 

You talked, at one point, about the auxiliary 
fund, Mr. Cichanowicz. Can you describe the -- for the 
Cour*'s f funding in this case 
respect to investments? 

A The auxiliary funded plan, which is the prototype 
plan that was adopted in this instance, represents its very 
being on the premise that the trustee can invest the funds, 
perhaps be’ ‘ than the life insurance company can, using 
guarantees i]t ‘into, let's, say, a fully insured plan. 

In this instance we assumed an interest rate on the side 
fund at 5%, which at that time was realistic, and the trust 
permits any and all types of investments that may be used 
in’ the side. fund. 

Q You mentioned the prototype plan used in this 
ease, Are you familiar with that prototype plan? 

A Weld, | Dvenonla bev) This ie the prototype pen 


1s) called the auxiliary funded) corporate provotype 


Cichanowicz - Direct 


pension plan of Security Mutual Life, my compan: of 
- e. 3 J t BD iit | 


refer to my 
122 qualified 


65, of those 


Have you ever heard of the actuarial funding 
a (ae | 


method advocated by the government being used Inia those 


(2) & 


instances? 
The actuarial funded 
what you mean. 


Q The -- you described the funding method as the 


individual level annual deposit method, with a full de- 


posit no matter when an employee cane in, or perhaps the 


coincidence of a short first fiscal year. My learned 
adversary wants to reduce that, in this instance, to 
seven three sixty-fifths. Have you ever heard of sucha 
method? 

A 

Q Tow, ™M Cichanowicz, there’ s been « of  tadic 
about the proper first year pension deposit having been 


$16,993.41, but 2 think 1t w ssested that that was a. 


number that popp a \ 5 we all know that's 


Cichanowicz - Direct 


only as good as the deta you put in. 


by hand, calculated the appropriate first year 


participants 


315,999 763, 
and, in essence, I 


lightly under~funded at 


By what -- about how 


A Tedon't know. 
Q You talked about the split funded or 
funded plan. Is there any alte 


is 


vehicle that might have been used 


plan? 
A Yes. One that is used quite often, although per- 
haps less popular in high interest yield times, is the 


fully insured plan. The fully insured plan 


where the insurance 
Which, By 2ts 
the retirement 


of that contract. 


A fully ins: 


and again using the | 


Cichinowicz 


level for both par- 
contribution annually. 


plan had been 


for a number of reasons, one of which re- 


in economy. yt is much more economical 


for the corporation to pay an annual premium in e 
y whereby there is as 
charce, for that.,, And) secondly good pension planning, 
if the corporation cannot afford essentially to handle a 
ontribution, they probably should 
ave adopted the plan in the first place. 


vane ly inst : Le es the IRS permit 


the deduction of Alum Lh the context of 


lat calis for 
Cone liusdon, de hasn't established his qualifica- 


Caxk Expert. 


Cicha::owiez - Direct HH 
} 
| 
} 
\ 


acquainted necessarily 


your ex 


the incep 


oremium metho ern f whether it 
short year, a long year, or what have you. 


Q You're suggestin forms - 


full deduction? 


that would refute that. 

ad of using a. short first fiscal year, 
Dr. Bianchi's tion had operated for some twelve 
months before closing Fiscal year and had made a con- 
tribution at that time -- a pension Ut LO under 


adopted, would total pension contributions 


| 
se 
| 
| 
| 
| 
| 
| 
| 
| 
: 
A Yes, to my knowledge here is nothing there | 


age 65 have been greater or smaller? 


They would be greater. 


Would you explain why? 


Cichatiowicez - Direct 


at a pre-determinec 


cover one year under th 
THE WITNESS: 


THE COURT: q he ; difference does it 


make whether the fiscal year is -- you're half-way into 
the fiscal year, you're two-thirds of the way or three- 
fourths through the fiscal year? What does the fiscal 
year of the corporation have to do with the coverage under 


the plan? 


GaOuWL that, “Bisisicehe 
were adopted in the following 
to do with the adoptio 
In other words, your answer as to cover 


Has to do. with 


Cichanowiez - 


epe 


HOlnt lof \information, «2 
developed 


his money in a year later, whi 


other words, 2th the year 
certain life income at age 65, would require a contribution, 


‘ust for him, on a level annual premium basis of 
pa 3 


$18,758.40 for 14 years. If we multiply that times 14 years), 


s $262,617.00, end by adopting it wi the full 15 years 
go, and putting his money in promptly 
fron, t! first day, they required a contribution just 


5 years totals 


requirement of 


nany qualifi 


you 


would say, are 
quite average. 


You know there is an iine and 1 

this ‘case. 1 g it up in my opening state- 
did my learned adversary. How would you character- 
ension plan actually adopt in this case 


practice of the P.C.? How do you find it? It's:a 


Restate your question. I don't -- 

Q I'm going to ask you yes or no question. Do 
you find it to be ordinary and necessary, appropriate, 
sound and a good business decision? 

A Yes, indeed. 

Q With your knowledge of pensions, and the pensions 


of professional corporations and the doctor's practice 
rf r > 


were you in his shoes would you have adopted this same 


pension program? 


With those same pre-conditions, would you have 


Cichanowicz - Direct 


oration to de 


a fiscal year. 
know what -- how his experience would have any bes 


question. 


'HIES: You may be right, Your Honor. Let 
1@ -- may I test him on it? 


loyers, particularly in new corporati 


a question of what is the best fiscal year to select? 


A Yes. 
And, this has bearing on the pension economics? 
A Very much. 
Q And, have they turned to you on -- do they often 
turn to you, or, you tell me -- how often do they turn to 
you? 


A Most 


adopted in the waning days of the 


good business judgment. 


deduction. 


| . 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 


Cichanowicz - Direct 


THE COURT: That's 
But that's 


‘ ‘ P eee ee es 
involved in numerous corporations that 


proprietorship, and 


good sound 
business reason. And, in my judgment, I don't feel that 


any taxpayer is required to pay more taxes than essent 


he's required to pay. 


thank you. he kind of 
settled law, 
THE COURT q now, what other 


business reason do you have, other than tax savin 


oc 


fw | 


a vague term. 
THE WITNESS: Well, in this problem of develop- 

ing adequate funds for retirement, and I could get on a 
soap-box for this one, but I won't. Most people have a 
very difficult time in accumulating funds for adequate re- 
tirement, and I think we all agree at the Social Security 
wage base does a lot for most of us, but those p 

in some way discriminated against 


level of Social Security retirement benefits. In 


many cases, with the high income tax bite on the available 


S7 


provide for t 


As a general 


r business, be, it..a drugstore ora 


is there any business reason why a plan would not be adopted 


wel? 


in the beginning of a fiscal year as against the end? 
A In terms of adoption, once again, I don't think 


that any corporation, particularly the size that we're 


talking about, which is th sely held corporation, 


is familiar with what happens to their business or to their 
practice or to their corporate profit and loss statement 
until somewhere toward the end of the year. 

THE COURT: Well, in 


the beginning and at the end, 


Cichaisowicz - Direct 


MR. THIES: M ‘ichanowicz, you've read the 


stipulation, 


l year 
tually 
ll annual level 
put in, allocable 
account. A your i as a expert on pensior 
terms of the 
Q Was it appropriate as a matter of sound pension 
administration? 
A Yes. I might add al? : that we 
have participated in, which are far beyond this 
we have never illustrated a contribution to any 
benefit plan, other than on an annual contribution basis. 
Q You've heard my learned adversary refer to the 
IRS position that a -- the coincidence of a pension con- 
tribution within a particular taxable period -- that 
just look rigidly at that one taxable year -- we 
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to the regular compensation paid to the participant em- 


ployee in determining reasonable compensation. 
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Cichanowicez - Direct 


inst, and it 


small number 


our Honor, I think that this 


questioning is irrelevant to the issue that we have 


the Court today. That it has not been established 


this was based upon past services 
could not be because the corporation just came into 


And, therefore J} h th respect to 


to taking into account past service credits, 
has no bearing on the issue in this case. 
COURT: Mr. Thies? 


MR. THIES: Ma‘ speak to that? We're actually 


into a point o here. We're all familiar with 
2S position that upon the incorporation of a un- 
incorporated business, the s ice of the former pro- 


or partner then commences He doesn't have any 


DrLor se 


area -- ['1] briet Tt for 


Yonor -- that the IRS has 


Homes, 


for eligibility in 
it can be done 
for calculating benefits, 
hen you calculate benefits, 
going to be a function. They're goings 
to benefits. 

THE COURT: Doesn't -- can't a plan take prior 
service of another employer or self-employment into con- 
sideration for vesting purposes? It can’t it? 

MR. THIES:. That, Your Honor -- with all due 
i think that's in a state of flux. 1 think the —- 

THE COURT: 1 think they approved plans that 

MR: THIES: £ think the amport of £.R.1.S.4. 
increasingly to require the employer to take into account 
prior service for what's the safye economic entity. I think 
that's the trend to the law, and I think we're reluctantly 
dragging the IRS into the 20th «entury, here. And, that’s 
why I think Mr. Cichanowicz's evidence -- testimony in 
respect of the true economics of a pension is very much in 
point, 


THE COURT: 


Cichanvwicz — Direct — Cross 


ard ‘the \doctor testify that in 


adopting the pensi making the amount of the pension con- 


tribution d making it when he did, and adopting the fiscal 
relied on your 


is that testimony! 


Baa Ree oe | acer + = aa ‘ 
further questions oF the witness at 


White, would you like to cro 
examine? 
CROSS EXAMINATION 
BY MRe WHITE: 

Cichanowicz, was your testimony that -- 
that irrespective of what fiscal year was adopted by the 
corporation, that the contribution to the plan would be 
the same for a 12 month period? 

same. 

Q And, hypothetically spea x, assume that Dr. 
Bianchi did not render any services to the corporation 
during the seven day period, November 22 to November 30 
1970. Are you saying that the amount necessary for) the 


funding of the plan that would be required to be paid at 


that time would be $16,470.00 for Dr. Bianchi? 


A ib g 


Cicha: 


or an employer, or he 


in your instance, 


THE ‘COURT: 


form services 
still have, to be 
THE WEINESS 
adoption? 

MR 
November 23 through N 
that 


prior testimony 


1970. Now, assuming 


November 24th 


there 


Suppose he was 


Cross 
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an employee?, 


peason ine dLan t 


some 


during that period. 


&@ eontribution 


wer, please. 


question to answer yes or 


is either an employee 
were not an employee 


could be no contribution. 


There are employees that don't per- 


440. Would the, contribution 


made? 


We're talking about at the time of 


talking about during the period 


ovember 30, 1970, and based upon your 


the plan was adopted on November 24, 
hi rendered no services 


that 


and would the cor- 
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Cichanowiez — Cross 


he was an employee. 


defination of eligibsality, we 


Ne TRU er OF 


hours an employee 


ires hours of 


Well, okay, let me ask you, making one more 


assumption, and assuming that he rendered the re- 


quisite number of hours during the period from November 30th|, 


1970 through November 30th, 1971, would you have -- would 
the corporation have had to pay $16,470.00 before Novem- 

ber 30th, 19702? In other words, assuming that he rendered 
services during the first calendar year that met the 
eligibility requirements, but none of those services were 
rendered during this seven day period, Would you still have 
had to have the corporation make a contribution of 


$16,470.00 in his 


questions. 
COURT? Any: redirect? 


THIES: 2 heve nothing on redirect, Your 


a Witness. 


A Pee ns 
yitness? 


your right hand), 
stimony you're 
Will ‘be the truth, 


triths so help you, 


your name and 


Scans 


his: line of, quastioning, we would) Like to ‘object: te the 


testimony of this witness on the basis that what compensation 


is paid, or what earnings are received by other doctors in 
the Rochester area are irrelevant insofar as’ what.the value 
ef the services were of Dr. Bianchi to this corporation, 
because’ I don't think you can 
business, consisting of one dentis qd "2120 Si cor- 
oration where the dentist is merely an employee. I don't 
think you can equate the two situations 

THIES: Your Honor, that eal variant 
on the argument that Mr Jhite previously made 


got in -- that the servic prior to incorporation, may 


not be taken 


appropriate f{ 


Kae tA A 
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Into account 


Well, doesn't respondent take 


position in this case that this compensation w 


reasonable? 


Yess wevido. |Your Honor, 
THE ‘COURT? Wall. how would, yvou\ (propose ;}foxr 


petitioner to prove the compensation was reasonable? If 


that's your contention, you've got to give him some way to 
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How would he prove it? 

Well, Ll beélveve, Your Honor, 

he would have to offer testimony establishing what 
Pp 


P.C. corporations, having one employee who did the 


ticular iwork involved, earned.) \\But, 


sole practitioners or sole proprietors 


usiness. To the extent that the ‘testimony 


dentists are 


think 


then. 
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I'll overrule the objection and permit t 
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state 
record, please? 
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My name is Peter A. Carillo, 
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Carillo - Direct 


educational background 


omplishme: 


use me, you're going 
-- and a few others. 
Please -- thank you. Would you go back 
rosthodentic’ (sic) Society? 
Prosthodontic Society. 
Q Prosthodontic Society? 
A The American Equilibration Society, the 
of General Dentistry, and I am general consultant 


Anne's and Rochester General Hospital. 


Academy 


for St. 


Q For how long, : you been active in 


the Monroe County Dental Society? 


A twenty years. 


Q About how many members has such society? 


three hundred and ninety-two. 


Q And about approximately what 


dentists in your area are members? 


A Oh, 98% 


Carillo - Direct 


121d in the Monroe County 


Chairman of several of the 


a 


UILECEeesS, 


Buffalo, they know. 


Well, the Judge, you know; travels 


it's 70: miles | Buffalo, on: the Lake. 
Q And, what does it -- ir to describe it 
as including Rochester and the environs? 
metropol 
about it. Maybe 400,000 people. 
Is there an aspect of the Monroe County 
Dental Society's work which has particularly interested you 
of late years? 
A I think mostly the dental economy. And how 
dentists are going to cope with all this, and -- 
Have you 
-- the rest. 
Have you particularly studied dental economics? 
In our journals and in our seminars, and with my 


n the Society, talking with 
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Carrillo - Direct 


4 r~ 4 
data set 


you want 
you hear 
Ms 
aad 


Y 
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testimony of Dr. Bianchi and 
anowicz on the stand? 
Yes. 
Q Based on such evidence of the two witnesses that 
receded you, and of the stip -- 
evidence, and your knowledge of the economics of the pro- 
ession, how would you characterize Dr. Bianchi's earnings 
since 1964 through 1974 in the context of his training, 
education and skill? His historical earnings. 
A Actually, I was 
was kind of low. Because Dr. 
training that some men don't have. 
Q Now, you'll notice that we broke out the pension 
contributions allocable to his account for th ears 1970 
and If «- and we don’t concede it should be done 


but, if you assume for a moment that you should add these 
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Carillo 


earnings 
corporati for those years in issue, 1s throug! 
be 


ee od ) pu ie) im | 3 + a * Sto T ) enandcen ? 
AS LV 6 t Vv LG >t OY answe 2 Naneed: 


be definitely under- 


and 


if you add the nearly $17,000.00 pension contribution 


in dispute to that, as of December 31, 1970, would you 
answer be the same? Through such period was he over, under 
A Yes, I. think so. 5 i SO. 
Q How would you characterize i His compensation 
on a historical basis? 
A I'd say less than average. 
Q Are you familiar with the pensions of incorporatec 
dental practices in the Rochester area? 
A Yes. 
Q You've heard the nsion described, you've seen 
-- did you take a look at the 4462? 
Yes. 


Okay. How would 


to the 
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to this 


P naAna*s " T mo . Ta i p 
corporation? et me break I ment. 


you're also a 
a sound business 
pension he adopted? 
No question about it. 
And made the contribution that he made? 

A Certainly. 

Q You've heard Dr. Bianchi testify that 
his corporation's earnings, his salary, and neces 
related pension depsoits will continue to go up. 
student of dental economics, do you concur in that 

A I have every confidence that will 

Q I have no further questions of this witn: 


THE COURT? | Ft will be necessary to take 
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business! 
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case. 


they be 


Are you 


MR. WHITE: Your Honor, in this type of case 
we would request that there be original simultaneous briefs, 


and then reply simultaneous, rather than seriatim. 


THE COURT: I don't normally order seriatim 
briefs. In) fact, I think I've done it in one’ case since 


I've been on the bench. I'll order simultaneous briefs, 


opening briefs in 45 day { riefs 30 days there- 


after, The C. c Mi) you the brief due dates. 


HE CLERK: Opening brief will be due November 21 


And reply briefs will be due December 22, 1975. 

Very well, the Court will recess 

til one-thirty, at which time it will take up the! Gary 
(Whereupon at 11:00 A.M. the case was adjourned as 


described above). 
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UNIDED STATES TAX COURT 


ANGELO J. and IDA A. BIANCHI, Petitioners v. COMMISSIONER 
OF INTERN’L REVENUE, Respondent 


Pocket No. 8152-74. Filed May 20, 1976. 


Petitioner-husband organized a corporation 
for his dental practice, which elected subchapter 
S status. The corporation elected a first taxable 
year of 7 days during which it adopted a pension 
plan covering petitioner-husband and his dental 
assistant. The corporation made its initial contri- 
bution to the plan covering the ensuing 12 months 
on the last day of its first (7-day) taxable year 
from funds lent to the corporation by petitioner 
secured by a demand, non-interest bearing note. The 
deduction produced a net operating loss for the 
corporation which petitioners deducted on their 
return. Held, the contribution, together with com- 
pensation paid to petitioner during its first (7- 
day) taxable year was unreasonable and properly dis- 
allowed in part by the Commissioner. 


Petitioners conceded imposition of the negligence 
penalty (Sec./6653(a),.T.R.C. 1954) with respect to 
other adjustments made by the Commissioner in the 
statutory notice which they also conceded but they 
contest imposition of the penalty as to the contested 
adjustment. Held, the negligence penalty applies 
to the difference between the tax liability redeter- 
mined and the tax reported on petitioner's return. 


Winthrop Drake Thies, for the petitioners. 


John E. White and Kenneth Bersani, for the 


respondent. 


GOFFE, Judge: “The Commissioner determined a 
deficiency in petitioners’ 1970 Federal income tax in 
the amount of $9,554.75 and addition “to tax for the 
negligence penalty (section 6653(a), Internal Revenue 
Code of .1954) in the.amount: of $477.74. "Petitioner" 
Shall hereinafter refer to Petitioner Angelo J. Bianchi. 
The issues for decision are: 

(1) Whether petitioner's wholly owned subchapter S 
corporation, on TES tnitial rncome ‘tax’ return for its 
first taxable year of 7 days, may deduct the full amount 
of its initial contribution to its pension plan providing 
pension plan benefit coverage to petitioner and one 
employee for the ensuing 12 months; 

(2) Whether petitioners are liable for the 5 percent 


addition to tax for negligence under section 6663 (a) > 


FINDINGS OF FACT 
Some of the facts have been stipulated. The stipula- 
tion of facts and attached exhibits are incorporated by 
this reference. 


day section references are to the Internal Revenue 
Code of 1954, as amended. 


Petitioners Angelo J. and Ida A. Bianchi resided 
in Rochester, New York, when they filed their petition. 
They filed their joint Federal income tax return for 
the taxable year 1970 with the Andover Service Center, 
Andover, Massachusetts. | 

On November 23, 1970, petitioner organized Angelo J. 
Bianchi, P.C., hereinafter referred to as the corporation, 
a professional service corporation pursuant to the pro- 
visions of Article 15 of the New York Business 
Corporation Law (McKinney Supp. 1975). Its assets, upon 
incorporation, consisted of equipment previously used by 
petitioner in his dental practice as an andividual) pro- 
prietor, accounts receivable and good will. All of the 
stock of the corporation is now owned and has always been 
owned by petitioner. The corporation has at all times 
maintained its books and records and filed its Federal 
income tax returns on the cash basis of accounting. 

Petitioner was born on September 17, 1920. He 
graduated from the Dental College of the University of 
Buffalo in 1949 and thereafter served an internship at 
the Eastman Dental Center, Rochester, New York, until 
1950. After one year in private practice, he enrolled in 
St. Mary's Hospital, Rochester, New York, for a full-time, 


one-year course in general anesthesia. Following that, 


8/ 


he worked at Mt. Morris Tuberculosis Hospital, Mt. Morris, 
New York, for a period of 17 years administering general 
anesthesia for all types of surgical procedures while at 
the same time maintaining his dental practice. 

For about the past 25 years, Dr. Bianchi participated 
in the programs of continuing education of the Rochester 
Dental Society. In addition, he has attended the annual 
University of Buffalo Dental Seminars since their 
inception some 15 to 20 years ago. Prior to 1970, he 
took crown and bridge courses and a course in implantology 
at the Posestuie of Graduate Dentists in New York City, 
New York. Petitioner's practice and his services to the 
corporation were and are a practice of general dentistry 
with heavy emphasis on crown and bridge work. The only 
phase of general dentistry in which he has done little work 
is in the field of orthodontia. 

On November 24, 1970, petitioner, as president: of 
the corporation, executed an Employees’ Pension Trust 
Agreement. Pursuant to said agreement, a trust account 
(No. 05-05943-1) was opened on November 27, 1970, at the 
Bankers Trust Co., Rochester, New York. The pension plan 
and trust agreement of the corporation are adoptions 
Master or Prototype Pension or Annuity Plan ( Serial No. 


1701843) submitted to the Internal Revenue Service by 


62. 


Security Mu Life irance fF New York, 80 
Exchange t, Binghamton, New York 13902,..and 
approved 
On November vy; he pension plan became 
ffective. } lar ide hat all employees between 
were covered; there was no 
requirement of prior service with the employer in order 
to establish eligibility under the plan. The corporation 
agreed to pay the full cost of the plan and to fund it 
by level annual payments to a trust established under the 
plan. This method of funding, based on individual level 
annual payments (also known as split funding) is designed 
to accumulate, with interest, the amount of money 
necessary to purchase an annuity which will pay a pre- 
determined benefit at retirement age over the estimated 
period of retirement. The retirement benefits under the 
plan were to be 30 percent of the participant's total 
compensation, based on the average of the five highest 
consecutive years of compensation, plus 20 percent of 
the participant's total compensation in excess of the 
amount provided as old age and survivor benefits under 
the Social Security Act. The normal retirement age was 
to be 65 years of age, provided the covered individual 


had participated in the plan for 10 years. Upon deat, 
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the plan would pay an amount ual times the 
normal retirement benefit. The following pension con- 
tributions were to be made in behalf of the corporation's 
two employees to secure the annual expected benefit: 
Allocable 
Annual Expected Annual Pension Plan 
Employee Compensation Benefit Contribution 


A. Bianchy $48,000 $22,078 $16,470 
S. Kravetz 7,540 2,262 523 


On November 27, 1970, the corporation elected to be 
taxed under subchapter S of the Code as a small business 
corporation. 

Some time between November 23 and November 30, 1970, 
petitioner lent the corporation $14,499.57 from his 
personal bank account in exchange for a demand note, with- 
out interest. This money was used by the corporation to 
make its initial pension plan payment in 1970. This 
debt of the corporation to petitioner remained unpaid as 
of November 30, 1970. On November 30, 1970, the corpora- 
tion deposited the sum of $16,993.41 in the trust account 
at Bankers Trust Co. for the pension plan contribution. 

On February 18, 1971, the corporation filed its 
initial income tax return (Form 1120-S, U.S. Small Business 
Corporation Income Tax Return) for the taxable year 
November 23, 1970 to November 30, 1970, with the Andover 
Service Center of the Internal Revenue Service. On this 
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return, the corporation deducted the full amount of the 
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$16,993.41. Gross 
recei Or this period were $1,340 ana deductions, 
including pension plz contribution, were $18,286.11, 
resulting in a net operati 7 Loss OF Sle, 94601) forthe 
first short taxable year. The corporation submitted a 
Statement in Support of Deduction) relative 
nsion plan contribution of $16,993.41 claimed 
deduction on the Form 1120-S for the short taxable 

November 23 to November 304/970. 

The contributions of the corporation to the pension 
plan allocable to petitioner and claimed as deductions 
on its corporate Federal income tax returns for Lts tax- 
able years ending 1970 through 1974 were as follows: 


Taxable Year Amount of Contribution 
Ended Nov. 30 Allocable to Dr. Bianchi 
es | a a + « « «$16,469.88 
4971 4 dhe ce m wile i el ie be Re oe 
1972 i wwe ee «a aa 16, O03 16 
1973 ‘ ‘ ‘ ‘ oy 16,900.24 
1974 ae ea - « 24,931.65 


The corporation's taxable income, or loss, reported 


on its corporate Federal income tax returns for its tax- 


able years ending in 1970 through 1974 was as follows: 


Taxable Year Taxable 

Ended Nov. 30 Income (Loss) 
Le ee PUTT Ae ti aa sian na NNN cr Icon <4 IR i 
lo) ean wiealle ta SRO NOV ae LO, 113.93 
Pers | ela A Ee ENSS C He  NiL 3,027.89 
Ne AS AAG GH UAE Bhi a age en G, 1707.05 
BP se i i REE OU aE UA aeO HESS nM MEN 1, OLS 97 


On iMarch 16) }} he corporation filed with the 
District Director of Internal Revenue, Buffalo, 

New York, an Application & Determination (Form 4462) 
covering its pension plan adopted in November 1970. 

The form was dated March 4, 1971, and set forth with 
particularity the aforementioned provisions of the 
pension plan. On April 20, 1971, the District Director 
informed the corporation by form letter that the plan 
qualified under either section 401 or se. tion 405 of 
the Internal Revenue Code of 1954. 

On their 1970 joint Federal income tax return, 
petitioners claimed a deduction of $16,946.11 as 
petitioner's share (all) of the net operating loss of 
the corporation for its initial short taxable year. On 
Schedule C of petitioners’ Federal income tax returns 
for the taxable years 1964 through 1970, petitioner 
reported the following net profit from his dentistry 


practice: 


Net Profit 
Year From Profession 


1964 $47,620.00 
1965 : 36,039.00 
1966 53,246.00 
1967 62,450.00 
1968 12,139.00 
LYGo 13,702.00 
1970 65,070.31" 


*This amount is for the period January 1, 
and 


1970 through November 23, 1970, was adjusted 
to $81,473 in the statutory notice. Petitioner 
has agreed to such adjustment. 
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first short tax- 
30, 1970, were 
ration for the 
The services 
first short taxable 
performed in any 
period in 1971. 
In subsequent taxable years, petitioner's wages 


from the corporation were as follows: 


Year Wages 
1971 

1972 

1973 ,000.16 
1974 8,000.16 


The Commissioner, in his statutory notice of deficiency, 
disallowed the $16,946.11 net operating loss deduction 
claimed by petitioner and determined that: 


* * * the allowable deduction of such corporation 
for a contribution paid by an employer to or under 
its pension plan during its taxable year ended 
November 30, 1970, is $325.89 (as computed below) 
since such amount, together with other deductions 
allowed for compensation for employees covered by 
the plan, constitutes a reasonable allowance for 
compensation for services actually rendered. 
Accordingly, it isdetermined that the net operating 
loss of Angelo J. Bianchi, P.C. 

year ended November 30, 1970, is § 99 and that 
you are entitled to a net operating loss deduction 
of $278.59 rather than $16,946.11 

your return. 


Computation of allowable deduction of Angelo J. 
Bianchi, P.C. for contribution to its pension plan. 
7/365 x. $16,993.4. = $325.89. 
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ratutory notice of 
on petitioners’ return 
such adjustments and 
egligence penalty (sec. 


ficiency in tax and penalty. 


OPINION 

Section -404(a) of -the Code provides that if -contri- 
butions are paid by an employer ‘to or under a pension 
plan, such contributions “shall not be deductible under 
section 162 (relating to trade or business expenses)" 
or section 212, but, if such contributions “satisfy the 
conditions of -either ‘of such sections, they shall be 
deductible" under section 404(a) subject to certain 
limitations -not presently in issue. Petitioner .asserts 
that the statutory reference to "section 162" -encompasses 


only the ordinary and necessary requisites to which all 
trade or business expenses are subjected. Respondent ‘main- 
tains that both deferred and -non-deferred compensation 


must be subject to the reasonable allowance standards set 


forth in section ieetay Sec. 1,404 (a)—-1(b), 


Income Tax Regs. 


2 
SEC. 162. “TRADE OR BUSINESS EXPENSES. 


(a) IN GENERAL.--There shall be allowed as a deduction 
all the ordinary and necessary expenses paid or incurred 


continued 
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Petitioners contend that if Congress intended 
lable compensation 
ntioned section 


herefore, that section 404 (a) 


However, 
is subject to the 
upon which they urge : position: 
section 404(a) subjects contributions to the conditions 
section 162 without mention of either section 162 (a) 
section 162(a)(1). We conclude that because only a 
general reference to section 162 was made by Congress, it 
must have intended to incorporate all of the conditions 
of section’ 162. 


Petitioners rely on Commissioner v. R. J. Reynolds 


Topaccoe Co.,; 260 Fiza 9 (4tn Cir. LOSS), atta. T.C. Memo 
1956-161, to support their contention that the amount of 


the contribution is to be examined only as to being 


Footnote 2 - continued. 
during the taxable year in carrying on any trade 
including-- 


(1) a reasonable allowance for salaries or other 
compensation for personal services actually rendered; 


A 
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ordinary and n ary for the ent : contribution and 
Loyee-by-employee basis. 
ids Tobacco Co., supra, 
uses paid to the 
1reholdings were 
compensation for th: rxable year of payment 
such payments late ) services rendered in 
prior years. However, as st d by the Court of Appeals-- 
The Tax Court pointed out that in cetermining reason- 
ableness, the individual salaries must be considered 


and not the overall reasonableness of the taxpayer's 
wage Bill. * * * (260 F.2d at 13.) 


We agree with the recent statement in Edwin's, Inc. v. 
United States, 501 F.2a 675, 679 (7th Cir. 1974), 
affirming in part and reversing and remanding in part 
S50 F. Supp. 772 (WD. Wise, 1972) = 

* * * pension payments constitute compensation which must 


be considered in determining whether the total compensa- 
tion paid to an employee is reasonable.3 * * * 


Petitioner has the burden of showing that the 1970 
payment of $16,667.52 disallowed by respondent was 
reasonable compensation. Botany Worsted Mills v. United 
States, 278 U.S. 282 (1929). The issue is factual. 
Respondent contends that we are precluded from examining 


petitioner's self-employment earnings from his dentistry 


practice because petitioner was not an "employee" as that 


3 i a 
Léonard J. Ruck, Inec., ©.C. Meno 1969-16. 
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at pursuant 


2xrm "employee", f osurposes of section 401, 


does not include a self-employed individual when the 
term ' used or wh the context 
otherwise requires that the term “emp)} ,ee” does not 
include a self-employed individual. * * * 


Rev. Rul. G9-421, 1969-2 C.8. 59, Part 2(4) (1), 
sets forth respondent's position rejecting the prior 
service of self-employed individuals -- partners and 
sole proprietors -- for both prior service benefits and 


eligibility requirements. He, therefore, concludes that 


the prior services of a sole proprietor cannot be con- 


sidered in determining the reasonableness of compensation, 
relying on Rev. Rul. 71-502, 1971-2 C.8. 199: Rev. Rul. 
69-421, 1969-2 C.B. 59: Rev. Rul. 69-144, LSovel C.B. 115 
and Rev. Rul. 69-36, 1969-1 C.B. 128. He supports his 
conclusion with what he views as two practical reasons. 
First, if the corporation were allowed to > petitioner's 
prior services as a sole proprietor into account, it 

would be allowed a deduction for an expense against income 
reported by petitioner rather than against income produced 


by the corporation. Such a circumstance, argues respondent, 


would violate the « inci} of allowing deduc- 
tions. only to th able entity which generated income 
relating to such deductions. U.S. Asiatic Co., 30 T.C. 
2373 (1958); Underwriters Laboratories, Inc., 46 B.T.A. 
464 (1942). Second, he assumes that to consider peti- 
tioner's prior services would result in the avoidance of 
the additional deduction limitations which are imposed 

by section 404(e) in the case of pension plans benefiting 
self-employed individuals. Specifically, for the year in 
question, section 404(e) limited the deduction for self- 
employed individuals to the lesser of $2,500 or 10 per- 
cent of earned income. There was, of course, no such 


limitation with respect to corporations.? 


Petitioner contends that respondent's position set 


forth in Rev. Rul. 69-421, that the prior service of self- 
employed individuals cannot be considered for the purpose 
of computing benefit and eligibility requirements of a 
plan, has been substantially undermined by three decisions. 
Farley Funeral Home, Inc., 62 7.C. 150 (1974); Suerman 
Construction Cory. vy, United States, 358 F. Supp. 446 (E.D. 
Val, 1973); United States v. Kintner, 216 Ff. 2a 418 (9th Cir, 
1954). Each of the above decisions has indeed eroded 


mentee reece enn 


4tt should be noted that had the corporation adopted 
a fiscal year ending after December 31, 1970, section 
1379(b) of the Code would recuire petitioner to report as 
income the amount of the contribution in excess of $2,500. 


purposes of determining 
here, however, concerns whether 
=-employed individual should be 
considered when deciding what amount of contributions to 
re within the confines of reasonable compensation. 
compensation is not limited to amounts 
paid as compensation for services actually rendered in 
the taxable year of payment. Compensatory payments made 
by an employer to an employee for past services may be 


deductible if reasonable without violating the integrity 


of annual accounting concepts. Lucas v. Ox Fibre Brush 
See Vs Ve 2 Lore Brush 


EO., 261 0.8. 115 (1930). a g. M360) Co., 59 Tc. 37. 

50 (1972). However, in the case before us we are con- 
cerned with a current corporate employer which is a tax- 
able entity different from the one which generated 
petitioner's past compensation. We are faced with two 
questions: (1) whether it is Proper to examine prior 
earnings from self-employment to decide if current compen- 
sation, both direct and deferred, by a corporate employer 
is reasonable; and (2) whether compensation from a current 
corporate employer may include amounts to cc..pensate 
petitioner for prior unfunded Pension costs as a sel £f- 


employed individual; i.e., under-compensated past services. 


objections assail the first 
eli-employment earnings to decide 
ait corporate employee compen- 
both objections seek to prevent a 
from deducting currently amounts which 
are attributable to services performed for a prtor 
separate taxable entity. 

AS to. the Ciret question, we find that it ts proper 
to make reference to prior self-employment earnings. to 
decide whether current: corporate compensation of an 
employee is reasonable. As. discussed above, respondent 
poimts- out that in section 1.401-—10(b) (3) (i), Income Tax 
Regs., "employee" as used in section 401. does not include 
self-employed individuals when the context in which it is 
used dictates otherwise. However, the Code itself does 


not: set forth standards for determining the reasonableness 


of an employee's compensation.” Section 1.404(a)—1(b), 


Income Tax Regs., does: not specifically disallow reference 
to prior self-employed earnings in determining reasonable- 
ness of a corporate employee's compensation. A plain 
reading of sections 404(a), 404(a) (8) and 401 (c) (1) 
supports a holding that a self-employed individual should 


She Llimttations: of ‘section 404(e) are unrelated ‘to 


considerations of reasonableness. 


be considered an employee for the limited purpose of 


determinince easona tC cannot be questioned 

the worth of petitioner's 
services i a ings from his dentistry 
practice 


The record discloses the following: 
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It 1S apparent at in 1970 petitioner's compensa- 
tory income was far ij x s of the amounts he earned 


in prior years and amounts he be paid in subse- 


quent years. Petition 10 explanation for 


the $16,469.88 deferred compensation 
overing a 7-day period was unreasonable. 

162(a) (1) of the Code requires that the services 
be "actually rendered," which precludes any contention 
that the deferred compensation payments were related to 
future services. Respondent has not invoked his powers 
under section 446(b) nor has he attempted to reallocate 
the deduction to petitioner under section 482. 

On the authority of Lucas v..0x Pibre Brush Co., 
281 U.S. 115 (1930), petitioner contends that the deferred 
compensation paid in 1970 related to prior under- 
compensated years and should, therefore, be deductible. 


Section 1.404(a)-1(b), Income Tax Regs., is in agreement 


with Lucas v. Ox Fibre Brush Co., supra: 


* * * a contribution which 1s in the nature of 
additional compensation for services performed in prior 
years may be deductible, even if the total of such con- 
tributions and other compensation for the current year 
would be in excess of reasonable compensation for 
services performed in the current year, provided that 
such total plus all compensation and contributions paid 
to or for such employee in prior years represents a 
reasonable allowance for all services rendered by the 
employee by the end of the current year. * * * 

[Sec. 1.404(a)-1(b), Income Tax Regs.] 


7? 


Assuming that petiti I urrent and deferred 
compensation were re: nable, the tenor of the regulations 
assumes that the pri services of the employee were 
- employer. The same employer was 
invalved in Lucas v. Ox Fibre Brush Co., supra. 
Generally, the separateness of different taxable 
entities must be respected. Burnet v. Clark, 287 U.S. 


ALO (2932); Daiton v. Bowers, 287 U.S. 404 (1932)... This 


case is not a@ proper one for establishing another excep- 


tion to the rule. To the extent that the deferred 
compensation payment in 1970 represents payment far past 
under—compensated retirement benefits earned when 
petitioner was self-employed, we find that U.S. Asiatic Co., 
30,7T.C. 2373, 1380 (1958), controls our disallowance of 
the deduction. We held that corporate deductions were 
not allowable in respect to salary payments and reimburse- 
ments of expenses. for periods preceding incorporation. 

Im Ro. ds Niooll Co., SS T.C. 37 (1872), we hele 
that payments of compensation by a successor corporation 
were reasonable for current services and for services 
rendered by the shareholder-employee in prior years to 
the corporate employer"s predecessor. The facts in 
Nicoll, although somewhat similar, are clearly and signifi- 
cantly distinguishable. During the early period of the 
expansion and development of the predecessor corporate 


business, the sha . 1d his brother chose 


leave as much money as possible in the corporation in 
oOrporate expansion -- they 
expected to be adequately com- 


- ©. Nicoll Co., 59 7T.C. at 


was under-compensated when he was self-employed. 
resented evidence that he earned less than 


other dentists in the area but the best evidence of the 


value of his personal services is profit he derived from 


his own practice. 

As a final issue, we must decide whether the 5 percent 
addition to tax under section 6653(a) is applicable. In 
his statutory notice of deficiency, tke Commissioner made 
several other adjustments to which petitioner agreed. 
Petitioner also agreed to the assertion of the 5 percent 
negligence penalty as to those items. Petitioner's only 
ground to contest imposition of the penalty on the under- 
payment caused by the disallowed operating loss deduction 
is based on terms of the harshness of the result. 

Section 6653(a) does not permit allocating the 
penalty to specific adjustments made to the return. If 
"any part of any underpayment" is due to ‘fraud, the 
addition to the tax shall be imposed. Mensik v. 
Commissioner, 37 °7.C. 702 (1968), aka. B26 F. 2a kay (7th 


cert, dented 379.0.S. 827) (1964). >The traud 


a7 


penalty ay ies he difte between the correct tax 


ee a 


liability as ine na 4 tax liability reflected 


the ‘return. 1 3 ; wart 6 2,C, 34 (1976); 

61 (1976). .Both the fraud 
and negligence penalties are contained in section 6653 of 
the Code and contain idertical language; if any part of 
the underpayment is due to fraud (negligence). We are 
presented with no reason as to why the rule as to the 
negligence penalty should be different from the rules as 
to the fraud penalty. Therefore,the negligence penalty 


must be imposed on the deficiency before us. 


Decision will be entered 


for the respondent. 


UNTTED STATES 


Washincet 


ANGELO J. and IDA A. B 


COMMISSIONER OF 


) 
) 
) 
v. ) Docket No. 8152-74 
) 
) 
) 


DEC1I& £ ON 


Pursuant to the determination of this Court as 
set forth in its FINDINGS OF FACT AND OPINION filed 
May 20, 1976, it is” 

ORDERED and DECIDED: That there is a deficiency 
in income tax due from petitioners for the taxable 
year 1970 and addition to tax due from petitioners 
under section 6653(a) of the Internal Revenue Code 


in the amoints of $9,554.75 and $477.74, respectively. 


ENTERED: MAY 21 1976 
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